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F INDI N G S
E LEMENTS

OF THE

R EVENUE S YSTEM

•

The primary kinds of revenue for state and local governments are taxes and fees
and charges. Taxes are most appropriate for general public purposes, while fees
and charges are usually linked to a particular public service.

•

Some revenue sources have characteristics of both taxes and fees. Some taxes,
such as the gasoline taxes for roads, are earmarked for particular purposes, which
makes them more like a fee. Some fees, like business licenses, go into state and
local government general funds rather than to a designated use.

•

South Carolina relies primarily on income taxes (14.8 percent of own-source
revenue in 2002), retail sales taxes (15.3 percent), and property taxes (19.5 percent) to fund general state and local government services.

•

South Carolina relies more heavily than the average state on fees and charges at
both the state and local level. Fees and charges made up 28.8 percent of combined
state and local government own-source revenue in 2002 compared to a U.S. average of 19.1 percent.

•

Fees and charges have the advantage of making the users of a particular service pay
all or a larger share of the cost of providing that service, but they tend to make
the revenue system as a whole more regressive.

Q U ALITIES

OF A

G OO D R EVENUE S YSTEM

•

A good revenue system has three important qualities: adequacy, equity, and efficiency.

•

The ideal revenue system is made up of a variety of taxes and other revenue
sources with varying strengths and weaknesses, because no single revenue source
meets all the criteria of adequacy, equity, and efficiency.
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•

Taxes and other revenue sources should also be relatively inexpensive to collect
and easy to comply with for taxpayers.

•

In order to evaluate the adequacy, equity, and efficiency of a revenue system, and
the effect of changes on these qualities of the system, decision makers need access to accurate and timely data.

A N A DEQUATE R EVENUE S YSTEM
• A revenue system that scores high on adequacy will contain a mix of revenue
sources that provide a stable foundation so that revenue grows as the economy
grows.
• Some revenue sources are relatively stable during economic recessions and expansions, while others are more volatile.
The individual income tax and the retail sales tax—taxes that produce the
lion’s share of South Carolina’s state revenue—tend to be sensitive to shortterm changes in the state and national economy, producing more revenue during periods of growth and less revenue during economic downturns.
Property taxes and charges and fees, the source of most local revenue, are
less sensitive to changes in the economy, and therefore, more stable. However, local governments in South Carolina and elsewhere are somewhat vulnerable to changing economic conditions because they rely, in part, on state
aid for a significant part of their funding.
A N E QUITA B LE R EVENUE S YSTEM
•

An equitable revenue system works to distribute the tax burden fairly among
households of different income levels.

•

The most widely used measure of equity for any revenue source is the distribution of the tax burden across household income groups, measured as a share of
personal income. A regressive tax takes a higher percentage of income for lowincome households, while a progressive tax takes a higher percentage of income
from higher-income households.
South Carolina’s current combined state and local revenue system is moderately regressive. In 2002, sales, property, and income taxes combined
took a higher percentage of personal income from South Carolina house-
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holds with incomes in the lowest 20 percent of the income distribution
than from higher income households.
Sales and excise taxes are regressive. If South Carolina continues to expand the use of sales taxes, the overall tax system will shift a larger share
of the tax burden toward lower income households.
Regressive taxes have a place in the revenue system if they are balanced by
other taxes that are more progressive.
•

An equitable revenue system also works to distribute the tax burden fairly between households and business firms.
Retail sales tax burdens on business firms differ markedly from state to
state because of the way the base of the state sales tax is defined and the
types of business purchases that are subject to the sales tax.
In 2003, business firms paid 43 percent of state and local taxes levied in
South Carolina, right at the national average, according to the Council on
State Taxation.

•

State and local governments often attempt to collect revenue from nonresidents
who use their public services through tax exporting, or levying taxes on goods
and services most likely to be used by persons from outside the jurisdictions.
Tourism taxes (local hospitality taxes and state and local accommodations taxes as
well as the general sales tax) are the main form of tax exporting in South Carolina.
Tax exporting can reduce the tax burden on a state’s own residents.

•

Equity should be measured in terms of the entire revenue system, not just an individual tax or fee. Changes in any one tax or fee will redistribute the burden and
change the equity of the overall revenue system.

A N E FFICIENT R EVENUE S YSTEM
•

An efficient revenue system is neutral; that is, a tax or a tax change does not distort choices made by households and business firms. States, however, increasingly
consider a revenue system to be efficient if it encourages households and business
firms to locate, shop, and work in the state, rather than discouraging such activities.
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•

The benefits of using tax incentives to influence household and business firm decisions must always be weighed against the effect of such incentives on the equity
and adequacy of the revenue system.

•

Although states have historically relied on property and corporate income taxes
when competing for businesses, households are often influenced by a state’s individual income taxes in making decisions to relocate.

•

Tax expenditures are losses of tax revenue resulting from exemptions, exclusions, credits, or other kinds of tax relief given to certain business firms, households, and individuals.
South Carolina makes extensive use of tax expenditures in order to encourage activities by citizens and firms.
The positive impact of tax expenditures can be maximized and the revenue
loss minimized if the tax expenditure is targeted to the particular group
that either most needs tax relief or is more likely to alter its decisions in
response to the incentive.
In South Carolina, tax expenditures are seldom reviewed to evaluate
whether the state is achieving its objective and how much revenue the
state is giving up.

•

Individual and corporate income taxes are better suited than the retail sales tax
and other state taxes for targeting incentives to households and sole proprietors
and partnerships. However, targeting also makes income tax filing more complex.

•

Incentives in South Carolina’s individual income tax and property tax laws promote home ownership. Other state tax incentives carried over from the federal
income tax encourage charitable contributions, saving for retirement, investing in
one’s own education, and adoption of children, among other activities.

•

Some tax-based economic development incentives that favor new firms over established firms may not be consistent with economic development objectives
promoting the growth and expansion of existing businesses and their economic
sectors.

•

State tax decisions also affect local governments through state aid to cities, counties and school districts, and through the structure of the sales tax that affects
revenue from local option sales taxes.
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T AXES

IN

P RINCIPLES

T H EOR Y
OF

AND

P RA CTI CE

R EVENUE S YSTEM D ESIGN

The essential elements of the theory of taxation have been long established, although they
are continually being refined and tested (Stiglitz, 2002). Over time, this theory has led to a
practitioner’s guide to designing and reforming revenue systems. Three important design
and evaluation principles emerge from the economic literature (Fisher, 1996; Ulbrich,
2003).
P RINCIPLE 1: R EVENUE

A S A N I NTEGRATED

S YSTEM

Government revenue should be studied and evaluated as an integrated system, rather than
as individual revenue elements. This principle does not mean that we cannot focus on individual taxes or revenue sources, but it does mean that they should always be evaluated in a
context of their contribution to the system as a whole.
Revenue and expenditures are interdependent. Any change in the revenue system that generates more or less revenue than before will change the package of taxes and services facing individuals and firms and alter some of their decisions. Any change in revenue and public
services will alter the distribution of income and wealth, even when one tax is increased
and another decreased to leave total revenue unchanged.
P RINCIPLE 2: S TATE

AND

L OC AL G OVERN MENT

AS A

U NIFIED E NTITY

Within each state, the revenue systems of state and local public sectors are so deeply intertwined that they cannot be fully separated. Because states use different revenue sources
and share different revenues with local governments, it is only possible to make meaningful
interstate comparisons if the comparisons use both state and local revenue.
The connections between state and local public sectors are deep and diverse. Budgetary
changes at the state level often have significant impact on local revenue and expenditures.
State and local governments share some revenue sources like the sales tax in South Carolina and also some expenditure responsibilities for services like education and highways.
State governments in South Carolina and elsewhere share revenue in varying degrees with
local governments. The state places restrictions on the ways local governments can raise
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revenue. Although this report focuses primarily on state revenue, because of all these interconnections, a separate working paper in this series addresses the interaction between
the state and the local revenue system, particularly as it affects the availability of state revenue for specifically state functions (Ulbrich, 2005).
P RINCIPLE 3: G ENERALLY A CCEPTE D E VALU ATI ON C RITERIA
In this paper and all the working papers in this series, the revenue system and its major
components are evaluated based on widely accepted criteria used by public finance economists. The most important criteria are efficiency, equity, and adequacy.

Efficiency. Efficiency refers to the effect of a tax or a tax change on household and firm
decisions—where to locate, where to work and invest, how to spend and where to shop.
A well-designed revenue system will minimize the negative incentives and maximize the
positive incentives to locate, work, and shop within a taxing jurisdiction. For state and local governments, efficiency includes being competitive with other jurisdictions, which are
trying to accomplish the same goal. Efficiency is both absolute—sending the right signals—
and relative to one’s competitors.
Equity. Equity refers to the fairness of the distribution of the tax burden among households and firms. The most widely used measure of equity for all taxes is the evaluation of
tax revenue as a percentage of income. This measure is widely used for interstate comparisons (Porča, Saltzman, and Ulbrich, 2005) but is especially useful in measuring the distribution of the tax burden among citizens of the state with different incomes, called vertical equity. Equity measurements determine whether a particular tax or the revenue system as a
whole is more burdensome on lower, middle, or higher income households.
A regressive tax takes a larger percentage of income from lower income households than
higher income households. A proportional tax takes about the same share from all households, regardless of income. A progressive tax takes a relatively larger share of income
from higher income households than lower income households. What matters, of course,
is the vertical equity or fairness of the system as a whole, but changes in a particular tax—
for example, shifting from property to sales tax—will affect the equity of the system. Regressive taxes have a place in the system if they are balanced by other taxes that are more
progressive.
Equity also involves other issues of tax burden distribution among people in similar circumstances (horizontal equity). Does the system put heavier tax burdens on older established industry compared to newcomers? Younger families compared to older ones? Rural
communities compared to urban? Often efficiency goals of encouraging and discouraging
certain kinds of economic distributions and the equity goal of creating a distribution of the
tax burden that is generally perceived as fair are in conflict.
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Measures of the distribution of tax burdens are complex. A sales tax that exempts food and
taxes a wide range of services will be less regressive than one without those features. An
income tax may have progressive rates but offer so many other provisions that are mainly
of benefit to high-income households that it is actually less progressive than it appears. The
distribution of the property tax burden between groups is much different from the average
because of different assessment ratios for property classes, homestead exemptions, fee in
lieu agreements, and other features. Some of these specific features of particular taxes that
are designed to encourage particular kinds of activities or help out groups of taxpayers
with specific needs are known as tax expenditures.

Adequacy. Adequacy is the third important criterion for evaluating particular taxes and
the revenue system as a whole. Does the system raise enough revenue for public purposes? Some taxes and fees generate considerable revenue, while others contribute relatively little to adequacy but play a role in efficiency and fairness. The income and sales taxes
are widely used by states because they can raise substantial revenue from the broad bases
of personal income and retail sales. The question of how much is enough or adequate is
partly political in nature, but some light can be shed on adequacy by studies of the cost of
essential public services and by interstate comparisons.
One widely used measure of adequacy over time is to note whether revenue keeps pace
with growth of population and inflation, so that real per capita expenditures over time are
at least stable. For some policy makers, the population-inflation growth measure is a floor
to prevent declines in public services. For others, it is a ceiling, embedded in tax and expenditure limitations. Another widely used indicator of an appropriate rate of growth of
government revenue and spending is whether it grows faster, more slowly, or at about the
same rate as personal income, which reflects both population growth and inflation but also
real increases in income.
Using the rate of growth of personal income as a tax and expenditure limitation usually involves some adjustment for recessions, because the goal of this kind of limitation is to
keep government spending at a roughly constant share of personal income. It makes no allowance, however, for the emergence of new needs, such as homeland security or the increase in subpopulations with above average public service needs, such as the elderly
(Bradley, Johnson and Lav, 2005).
Still a third indicator of adequacy comes from the work of Robert Tannewald on interstate
fiscal disparities (Tannenwald, 1999 and 2002). Tannenwald develops an indicator for each
state called fiscal need that is a function of various sources of demand for public services—
number of road miles, population density, percent poor, percentage of population of public
school age, etc. An index of 100 would be an exactly average fiscal need per capita. For
South Carolina in 1997, that index stood at 97 or 97 percent of the U.S. average. He also
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develops indicators of fiscal capacity or how much revenue a state is able to raise with its
existing tax bases. For South Carolina in 1997, that index was only 84—the state had an
ability to raise revenue that was only 84 percent of the U.S. average per capita, due to
lower than average income, retail sales, and other tax bases. Finally, he develops a ratio of
the two, capacity over need, which he labels fiscal comfort and can be viewed as a rough
indicator of adequacy. For South Carolina, that ratio in 1997 was 87, well below the U.S.
average of 100.
Stability is another aspect of adequacy. A stable revenue source is one for which the revenue does not fluctuate a great deal from year to year or over the ups and downs of economic activity, so that at least essential public services can still be provided even during
hard economic times. The property tax receives high marks on this criterion.
As population grows, the price level rises and income increases. The demand for and cost
of public services will also rise and revenue must keep pace. Thus, a second important dimension of adequacy is growth responsiveness. A revenue source that is responsive to
economic growth will keep pace with inflation, population growth, and increases in personal income. Income elasticity is a particularly useful measure of growth potential, based
on past experience and other considerations.

Additional criteria. A tax or fee should have low collection and compliance costs. A
good revenue system and a good tax should not cost the government too much to collect
nor require a lot of revenue for administrative oversight. It should also be relatively easy
for the tax or fee payer to fill out forms and determine the amount due.
The criterion, transparency-visibility, generates less consensus. Transparency or visibility
means that the payer has a high awareness of the tax or fee and can make appropriate decisions in the light of that knowledge. However, the payer may not be equally aware of the
benefits of public services and thus may be misestimating the net value of the tax-service
package. The result would be a level of taxation that is less than optimal. Conversely, if
taxes have low visibility, taxpayers may be underestimating the cost of public services and
demanding more than the optimal level.
Individual taxes and other revenue sources vary greatly in their transparency or visibility.
Taxpayers generally favor less visible taxes like the sales tax over more visible taxes like
the property tax, billed once a year.
No tax or fee receives high marks on all criteria. For this reason, most state and local
revenue systems are diversified, rather like an investment portfolio. Some taxes are
stronger on stability, others on growth. Some regressive taxes can be offset by other taxes
in the system that are more progressive. Some specific excise taxes, fees, sales or property
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tax exemptions, or income tax deductions and adjustments serve a combination of equity
and efficiency goals. The system as a whole should be efficient, equitable, and adequate with
reasonable collection and compliance costs, even if a particular tax or fee receives low
marks on one criterion.
S OURCES

OF

S TATE

AN D

L OC A L G OVERN MENT R EVENUE

IN

S OUTH C AROLIN A

Combined state and local government revenue for South Carolina and the United States
comes from own source revenue raised by levying taxes and fees and intergovernmental
revenue provided by another level of government (Table 1). Revenue shares reveal a state’s
relative dependency on different types of revenue. Per capita revenue is a rough measure of
comparative revenue adequacy, because population is the primary driver of demand for
state and local public services. Per capita revenue shows how much revenue is available for
spending, relative to revenue available in other places and at other times.1
Table 1. State and Local Government Revenue Combined, South Carolina and United States, 2001-02
Revenue Source
Total revenue (millions)
Intergovernmentala
Federal aid
Own source
Property tax
Individual income tax
Corporate income tax
Sales and use taxes
Excise taxes
Other taxes
Fees and service charges
Miscellaneous

South Carolina

United States

Total

Per Capita

Percent

Total

$21,239

5,175

100.0

$1,684,738

Per Capita
5,862

100.0

Percent

5,333
15,907
3,096
2,349
160
2,435
989
722
4,579
1,576

1,299
3,876
754
572
39
593
241
176
1,116
384

25.1
74.9
14.6
11.1
0.8
11.5
4.7
3.4
21.6
7.4

360,534
1,324,203
279,112
202,858
28,152
222,987
101,053
70,800
253,194
166,048

1,254
4,607
971
706
98
776
352
246
881
578

21.4
78.6
16.6
12.0
1.7
13.2
6.0
4.2
15.0
9.9

Source: U.S. Bureau of the Census.
a
Intergovernmental revenue is from the federal government exclusively to avoid double-counting state revenue given as state aid to
local governments.

The major state and local taxes—the property tax, individual and corporate income taxes,
sales and use taxes, and excise taxes—are all a smaller share of total state and local government revenue in South Carolina than they are on average in the United States. South
Carolina receives an above-average share of its total revenue in federal aid, in part because
of higher poverty rates in the state. Comparisons of revenue per capita follow this same
pattern. Property tax revenue per capita and individual income tax per capita in South Carolina are both about 77 percent of the U.S. average.
Revenue from fees and service charges is where South Carolina stands out from other
states. In 2001-02, South Carolina’s state and local governments derived over 21 percent of
1

Revenue as a share of gross state product or personal income is a better measure of a state’s ability to raise revenue from its economy
(Porča, Saltzman, and Ulbrich, 2005).
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their total revenue from fees and service charges compared to 15 percent on average in the
United States. This difference is even more dramatic when the focus is exclusively on own
source revenue. In 2001-02, revenue from fees and charges was nearly 29 percent of revenue to state and local governments in South Carolina compared to just over 19 percent in
the average state (Table 2). In per capita terms, revenue from fees and charges in South
Carolina was almost 127 percent of the U.S. average.
Differences between the revenue sources used by state and local governments are revealed when their revenue streams are examined separately. For example, state government in South Carolina receives a larger share of total revenue as intergovernmental aid
than the average state; however, the reverse is true for local governments in the state
(Figure 1).
Among state-only own source revenues in South Carolina, income and sales taxes share
top billing with fees and charges (Table 3). While income taxes and sales taxes contribute
about an average share to state revenue, fees and charges are considerably above the U.S.
average, both per capita and as a share of state revenue. Excise taxes and corporate income
taxes contribute a smaller share of revenue in South Carolina than elsewhere.
Table 2. Own Source Revenue Shares for State and Local
Government Combined, South Carolina and United States, 2002
Own source revenue
Property tax
Income tax
Corporate income tax
Sales and use taxes
Excise taxes
Other taxes
Fees and service charges
Miscellaneous

S.C. (%)

U.S. (%)

100.0
19.5
14.8
1.0
15.3
6.2
4.5
28.8
9.9

100.0
21.1
15.3
2.1
16.8
7.6
5.3
19.1
12.5

Source: U.S. Bureau of the Census.

Figure 1. State and Local Own Source and Intergovernmental Revenue, South Carolina and United States,
2001-02.
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Table 3. State Government Revenue, South Carolina and United States, 2001-02
Revenue Source
Total revenue (millions)
Intergovernmental
Federal aid
From local governments
Own source
Property tax
Individual income tax
Corporate income tax
Sales and use taxes
Excise taxes
Other taxes
Fees and charges
Miscellaneous

South Carolina
Total

Per Capita

$14,477
5,434
5,028
406
9,042
13
2,349
160
2,335
822
408
2,136
818

3,527
1,324
1,225
99
2,203
3
572
39
569
200
99
521
199

United States
Percent
100.0
37.5
34.7
2.8
62.5
0.1
16.2
1.1
16.1
5.7
2.8
14.8
5.7

Total

Per Capita

$1,062
335
318
18
727
10
186
25
180
83
52
100
92

3,696
1,167
1,105
62
2,529
34
646
87
625
288
182
347
320

Percent
100.0
31.6
29.9
1.7
68.4
0.9
17.5
2.4
16.9
7.8
4.9
9.4
8.6

Source: U.S. Bureau of the Census.

Overall in 2001-02, total state government revenue per capita in South Carolina ($3,527)
was about five percent lower than the national average ($3,696). In per capita terms, South
Carolina received more intergovernmental revenue and less own source revenue than the
average state.
South Carolina local governments receive a slightly smaller share of their revenue from
both state aid and federal aid and must rely more heavily on locally raised funds (Table 4).
Local governments in South Carolina also have less own source revenue per capita to
work with—only about 81 percent of the national average in 2001-02. Revenues at the local level are much less diversified in South Carolina than elsewhere. Local governments still
rely heavily on property taxes and fees and charges, although their revenue sources have
become more diversified in the last decade. Like the state, South Carolina’s local governments are well above the national average in relying on fees and charges both per capita and
as a share of revenue.
Noticeable shifts in the distribution of state and local revenues occurred over the past decade (Tables 5 and 6, Figure 2). For the state, the share of federal aid remained stable at
around 30 percent of total revenues until 2001-02, when it rose to nearly 35 percent of the
total. The state government also saw a notable increase, although small, in revenue from
local governments—including some fees for state services, such as water testing and the
hotly disputed state levy on local law enforcement fines and charges.
In 1999-2000 the category other taxes had the most dramatic decline; this category includes
revenue received from license fees for video poker machines before video poker machines
became illegal. Corporate income taxes have declined—partly because of economic conditions and partly because of industrial location incentives—but they have not been given a
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significant source of state revenue in recent decades. Service charges are the only own
source revenue to increase as a share of the total.
At the local level, the story is somewhat different. State aid declined for much of the decade but rebounded as a share in 2002. The growth of local option sales taxes and excise
taxes such as local accommodations and hospitality taxes has contributed about 2.5 percent
of local revenue that was not an available source in 1992. Some of the increased state aid is
property tax relief, which together with local option sales taxes has contributed to a moderate decline in the share of property taxes in local revenue.
Table 4. Local Government Revenue, South Carolina and United States, 2001-02
South Carolina
Revenue Source
Total revenue (millions)
Intergovernmental
Federal aid
From state government
Own source
Property tax
Individual income
Corporate income
Sales and use taxes
Excise taxes
Other taxes
Fees and service charges
Miscellaneous

Total
$10,911
4,046
305
3,741
6,864
3,084
n.a.
n.a.
100
166
313
2,443
758

Per Capita
2,659
986
74
912
1,673
751

24
41
76
595
185

United States
Percent

Total

100.0
37.1
2.8
34.3
62.9
28.3
0.0
0.0
0.9
1.5
2.9
22.4
6.9

996
398
43
356
597
269
17
3
43
18
18
153
74

Per Capita
3,465
1,387
149
1,237
2,078
937
60
11
151
64
64
534
258

Percent
100.0
40.0
4.3
35.7
60.0
27.1
1.7
0.3
4.4
1.8
1.9
15.4
7.5

Source: U.S. Bureau of the Census.

Table 5. Changing Distribution of State Revenue Sources in South Carolina, Selected Years
Revenue Source
Total revenue
Intergovernmental
Federal aid
From local governments
Own source
Property tax
Individual income tax
Corporate income tax
Sales and use taxes
Excise taxes
Other taxes
Fees and service charges
Miscellaneous

1991-92

1993-94

1995-96

1997-98

100.00
31.09
29.86
1.23
68.91
0.16
19.75
n.a.
18.47
3.66
8.02
13.28
5.57

100.00
31.38
30.19
1.19
68.62
0.14
16.97
2.43
18.55
7.19
4.63
13.96
4.75

100.00
31.06
29.84
1.22
68.94
0.12
17.67
2.44
18.71
6.67
4.22
13.78
5.33

100.00
30.16
29.02
1.14
69.84
0.10
18.29
1.87
18.95
6.41
4.17
14.15
5.91

1999-2000

2001-02

100.00
32.88
30.45
2.43
67.12
0.10
18.36
1.71
18.46
5.88
3.42
13.08
6.12

100.00
37.5
34.73
2.81
62.46
0.09
16.23
1.10
16.13
5.68
2.82
14.76
5.65

Source: U.S. Bureau of the Census.
Note: n.a. = not available. Corporate income tax data were combined with individual income tax data for 1991-92.
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Table 6. Changing Distribution of Local Revenue Sources in South Carolina, Selected Years
Revenue Source
Total Revenue
Intergovernmental
Federal aid
From state government
Own source
Property tax
Individual income tax
Corporate income tax
Sales and use taxes
Excise taxes
Other taxes
Fees and service charges
Miscellaneous

1991-92

1993-94

1995-96

1997-98

100.00
37.65
3.31
34.35
62.35
29.19
0.00
0.00
0.40
0.00
2.50
23.71
6.54

100.00
33.88
3.08
30.80
66.12
28.48
0.00
0.00
0.62
0.70
2.04
28.57
5.72

100.00
35.82
2.88
32.94
64.18
26.25
0.00
0.00
0.73
0.70
2.27
28.52
5.71

100.00
35.29
3.11
32.18
64.71
26.42
0.00
0.00
0.77
1.25
2.37
27.16
6.74

1999-2000
100.00
34.94
3.27
31.68
65.06
27.06
0.00
0.00
1.01
1.42
2.59
25.66
7.32

2001-02
100.00
37.09
2.79
34.29
62.91
28.26
0.00
0.00
0.92
1.53
2.87
22.39
6.94

Source: U.S. Bureau of the Census.

Figure 2. Own Source and Intergovernmental Revenue Distribution, State and Local Governments,
South Carolina 1992, 1997, and 2002.

T AXES , F EES

AN D

S ERVICE C HARGES

Like many other states, South Carolina has seen increased reliance on nontax revenues
over the last two decades. Fees of various kinds are sometimes combined with service
charges (typically payments for tuition, utilities, and other publicly provided services) into a
category called fees and charges. While the General Assembly has been known to call certain taxes fees, there is a meaningful distinction, although it is becoming increasingly
blurred. A tax is a payment of a general nature that goes to support public services and is
not connected to a particular public service. Income and sales taxes are the purest taxes in
that respect. Property taxes are also payments of a general nature, but the expectation is
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that higher property taxes should benefit residents by generating better schools and city
and county services in exchange. The more valuable one’s property, especially real estate,
the more value those services should have to you as a taxpayer.
At the opposite end of the spectrum are fees and charges that purchase specific services,
such as paying for a child’s participation in a city recreation program, buying water from the
city, putting quarters into a parking meter, or paying a tap-on fee to be connected to the
sewer system. In most but not all cases, fees go directly to support the cost of a program
or service.
Some fees and charges are hybrids. Impact fees on new development go to provide the additional infrastructure and services that are needed to serve more residents. Excise taxes
on alcohol go partly into the general fund and partly into a fund to deal with alcohol and
drug abuse problems. Law enforcement fines and fees go into the general fund, not back to
the police department that generates the revenues. Hospitality taxes pay for a broad range
of city or county services, most of which have some clear connection to tourism.
As a general rule, the closer the connection between the tax or fee and the service enjoyed by the payer, the more accurate it will be to classify that payment as a fee or charge.
Payments to government that are not tied to particular goods and services are clearly
taxes. Some intermediate cases will always exist, but the distinction between general support of government activities and payment for services is an important one. Taxes are
largely involuntary payments based on some measure of ability to pay—income, wealth,
consumption (income taxes, property taxes, sales and excise taxes). Fees and charges are
more or less voluntary payments (presumably speeders are volunteering to pay fines) in
exchange for particular publicly provided services.
I NCO ME E LA STICITY

AND

T AX B A SE S

Elasticity is an important quality of a tax or other revenue source that cuts across three of
the criteria for evaluation: efficiency, equity, and adequacy. Elasticity is a measurement of
the sensitivity of revenue to changes in the tax base or to changes in income (personal income or gross state product). For example, the elasticity of the sales tax is measured with
respect to both taxable retail sales and personal income. Specifically, elasticity is the percentage change in revenue divided by the percentage change in the base or in personal income. An elasticity of one means that a 1 percent increase in the base results in a 1 percent
increase in revenue. Any number greater than one is elastic, any number less than one is
inelastic. For example, an elasticity of 1.5 means that a 1 percent increase in the tax base
would result in a 1.5 percent increase in revenue. An elasticity of 0.8 would mean that a 1
percent increase in the base would result in only 0.8 percent increase in revenue.
An income-elastic tax more than keeps pace with growth of population, inflation, and demand for public services, all of which are captured by the growth of personal income. An
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income inelastic-tax falls behind the growth of personal income. However, an incomeinelastic tax is likely to be more stable in economic downturns than a tax that is highly income-elastic, and therefore it offers some stability to the revenue system. A revenue system with an overall elasticity of about one, with some taxes that are more elastic and others that are less elastic, will grow at just about the same pace as personal income.
The most widely cited estimates of the long-run income elasticities of state individual income and retail sales taxes are those of Sobel and Holcombe for 1951-1991 (1996). They
measured elasticity with respect to both the tax base and personal income (Table 7). A
study for the state of Washington, which does not have an income tax, examined long-run
income elasticities for revenue from sales taxes, property taxes, and excise taxes (Brown,
2002). Economists generally concur that the elasticity of retail sales taxes has been declining because the base represents a shrinking part of total consumption spending (Ulbrich
and Saltzman, 2005).
Table 7. Revenue Elasticity for Income and Sales Taxes
Revenue Source

Sobel and Hol combe (1951-1991)
Individual income tax WRT taxable income
Individual income tax WRT personal income
Retail sales tax WRT taxable salesa
Retail sales tax WRT personal income
Brown (S tate of Wa shington) (1985-2001)
Retail sales tax WRT personal income
Property tax WRT personal income
S.C. Board of Economi c Ad vi sors (2005-07)
Individual income tax WRT personal income
Retail sales tax WRT personal income

Elasticity
1.192
1.392
0.968
1.295
0.98
1.02
1.10
0.99

Note: WRT = with respect to.
a
Includes food.

For South Carolina’s fiscal year 2006-07 General Fund revenue forecast, the South Carolina
Board of Economic Advisors has estimated the elasticity of individual income tax at 1.10
and the elasticity of retail sales tax at .99, both with respect to personal income. Overall,
state general fund revenue had an elasticity of .86 with respect to personal income, meaning that it grew at 86 percent of the rate of growth of personal income (Martin, 2005).
While income elasticity is of primary importance for the stability and growth criterion,
price elasticity is important for both efficiency and equity. If changes in the tax law are made
to encourage certain kinds of activities, a higher elasticity gives more bang for the buck—
more economic impact per dollar of revenue foregone. However, a higher elasticity also
means more revenue loss. So an energy tax credit will have more impact both on energy
conservation and state revenue if consumer response is highly elastic. On the other side,
excise taxes are famously inelastic, particularly on tobacco, alcohol and gasoline, where
consumption is very insensitive to changes in the price.
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The positive side of such excise taxes is that higher rates do not erode the base and therefore can generate large increases in revenue. If the excise tax is intended to discourage
consumption of products like alcohol and tobacco, however, it will not be very effective
unless it is very large. Because tobacco and alcohol consumption as a share of income tend
to be at least equal if not higher at lower income levels, increases in excise taxes will also
tend to make the revenue system more regressive.
T AX E XPEN D ITURES
The concept of tax expenditures was developed in the 1980s and has enjoyed mixed popularity as a policy concept since that time.2 A tax expenditure, narrowly defined, means any
feature of the tax law that reduces potential revenue in order to encourage or reward a
particular a kind of activity by private individuals and firms—sometimes also known as tax
incentives. Broadly defined, tax expenditures would include any provision of the tax law
other than the basic rate structure that results in reduced revenue compared to what
would be generated with no special provisions.
Under the first definition, energy tax credits, the charitable deduction on the income tax,
and tax incentives for business location are examples of what would qualify as tax expenditures. The broader definition would include the exemption of food from the sales tax,
homeowners’ property tax relief, and personal exemptions on the income tax. Other provisions are harder to classify. The exclusion of Social Security benefits and part of pension
income might be considered relocation or retention incentives for retirees. The childcare
credit might encourage working parents to use more professional day care services.
Tax expenditures or tax incentives of the first type are generally used to encourage two
kinds of activities in the public interest. The first is to undertake activities that create public
benefits with the state supplying only part of the funds in the form of tax revenue foregone.
Charitable deductions and private expenditures for conservation fit this public purpose
goal. Private provision of social services, education, and recreation can be a complement or
substitute for public expenditures on the same purpose.
The other purpose of incentive-type tax expenditures is to stimulate economic activity so
that part of the initial revenue loss is made up with additional revenue from higher economic activity while at the same time improving the standard of living of state residents.
This latter goal is related to the popular notion of supply side economics from the 1980s,
but does have some degree of validity. Proponents of locational incentives argue that tax
breaks bring new firms to the state and that firms that would not otherwise have come.
2

For a discussion of tax expenditures as a policy tool, see Howard, 2005. For a discussion of the definition of
tax expenditures, see Gandhi, 2004.
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Thus, using tax incentives to attract new firms would only result in a net revenue loss if the
additional services the firm requires are less than any tax revenue that it generates.
Like most state and local tax systems, the South Carolina revenue system incorporates
many features that might be regarded as tax expenditures of both types. Because its definition of taxable income on the individual income tax is close to the federal definition, all of
the exemptions, deductions, and exclusions of the federal income tax carry over—a mixed
bag of redistributional goals, tax incentives, and favors to special interests. South Carolina
adds a few provisions of its own, notably tax breaks for retirees and additional exemptions
for children under six. The corporate income tax offers numerous tax incentives and expenditures, generally to encourage capital investment and job creation. The debate both
within the state and in the larger economic community about the effectiveness of such incentives in attracting capital investment and creating employment opportunities is ongoing.
The state retail sales tax contains a long list of exemptions, many of which are intended to
eliminate double taxation by not taxing business. However, some of the exemptions, particularly the exemption of most services, along with such diverse exemptions as electricity,
Bibles, and textbooks, lead to a substantial loss of revenue compared to what could be
generated by a broader tax base. The property tax probably has the largest group of tax
expenditures, some of them embedded in the multiple assessment rates, in the treatment
of homeowners, the elderly, and farm and forest property, and in the exclusion of inventory, intangibles, and other assets from the property tax base.
T AXES , I NCENTIVES ,

AND

E CO NO MIC D ECISION S

Some taxes, as well as fees or charges, are deliberately structured to influence economic
decisions. Sin taxes on alcohol, tobacco and gambling, business location incentives, many
income tax deductions, and the multiple tax rewards for home ownership fall into this
category. Other taxes exist primarily to extract necessary revenue in ways that are least
painful and most equitable. Regardless of the intent of the tax law, however, taxes affect
economic decisions. Some decisions are more likely to be affected than others. Those decisions that are price-elastic (highly sensitive to changes in price) are also tax-elastic, because the tax becomes part of the price even though it is not necessarily passed on to the
purchaser in full.
P RICE E LA STICITY
Tax elasticity is a two-edged sword. An elastic tax from the perspective of the government
is one whose revenue yield is very sensitive either to changes in personal income or to
changes in the tax base. From the perspective of the individual or firm, however, taxes are
part of the price of various kinds of economic activity, so they respond in the more familiar
understanding of elasticity, which is price elasticity.
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How will a worker or investor respond to an increase or decrease in income tax rates? It
depends on his or her options: can she adjust her working hours, move to a different kind
of location, do a different kind of work that creates more opportunities to reduce her tax
liability? For example, can she become self-employed, which enables her to deduct more of
her work-related expenses? How will shoppers respond to an increase in the sales tax
rate? Will they cross county or state lines, use the Internet more, buy more from catalogs?
How will different groups of consumers respond? If the state offers a tax incentive for
business location, how much additional economic activity will occur? The tax is a cost of
doing business. How much does that cost reduction affect the firm’s decision? All of these
are price-elasticity questions.
A price-elastic response is good news to the government in the case of a tax reduction,
bad news for a tax increase. A reduction in the sales tax that encounters high priceelasticity will result in a more than proportional increase in retail sales, so that the revenue loss is less than proportional to the tax rate reduction. That doesn’t happen much with
sales taxes, for which the typical price elasticity is about -0.25, that is, a 4 percent increase
in the price would generate a 1 percent reduction in sales (Hawkins, 2000). For specific
products the elasticities are generally higher; for example, the estimated price elasticity for
demand for tobacco ranges from -0.225 to -0.624 (Coats, 1995). An increase in the sales
tax doesn’t do much harm to sales or revenue if shoppers are not too sensitive to small
increases in prices, so the extra tax generates more than enough revenue to compensate
for a small loss of potential sales. These elasticities are averages.
Different groups are more or less price sensitive depending on how flexible they are or
how many options they have. Often elderly and low-income individuals have the fewest alternatives and therefore are hardest hit by tax increases, especially sales tax. The short-run
elasticity is also less than the long-run elasticity, because in the long run people have more
opportunity to change their location, their work, or their shopping habits.
T AX I NCI DE NCE
Individuals ultimately pay all taxes. Individuals own corporations, and taxes on corporations
fall in varying combinations on their owners, their employees, their suppliers, and their
customers. This does not mean that corporations should not be taxed, but rather that the
burden of the tax will ultimately rest on individuals. Thus, some consideration should be
given to how that burden affects the distribution of after-tax income.
Tax incidence refers to the ultimate effects of a tax in terms of changing prices paid, wages
received or changing value of assets. For example, in a state without a sales tax the price of
a two-liter bottle of soft drink may be $1.00. If the state introduces a five percent sales tax,
perhaps the price of the soft drink will fall to 98 cents and the price with tax will be $1.03.
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Forty percent of the incidence is on the seller in the form of lower prices, and 60 percent
on the buyer in the form of higher prices paid.
Or suppose a newly formed municipality levies a property tax on rental property. Before
the tax, the rent was $400 a month for a two-bedroom apartment. After the tax the landlord must decide how to respond to the new annual tax of $600 or $50 a month on the
unit. If the rent rises to $450, the entire tax burden was shifted from owner to renter—
the incidence is on the renter. If vacancy rates in the market are high, the owner may not
be able to raise the rent at all. So, the entire burden falls on the owner. Or perhaps the
rent rises to $435 with 70 percent of the incidence on the renter and 30 percent on the
owner.
The tax will also affect the value of the asset when the current owner sells the apartment
building. If some of the incidence falls on the owner with no corresponding increase in the
value of public services to offset it, the value of the property will be less because of the
higher current tax and future tax liability. The burden of the tax increase falls entirely on
the current owner. The next owner will inherit the tax liability but will acquire the property at a lower price to offset it. The tax increase has been capitalized into the value of the
property.
Extensive economic literature attempts to determine the incidence of various kinds of
taxes. The incidence of the individual income tax is primarily on the taxpayer. Most of the
retail sales tax is shifted forward to the buyer, but some part falls on the seller. The incidence of payroll taxes like social security taxes falls primarily on the worker, regardless of
what the law says about the division of responsibility of payment between employer and
employee.
The incidence of property taxes varies with the type of property. Homeowners are equivalent to both owner and renter, as if they rented from themselves, so they bear the entire
burden of the property tax. With rental property, in the short run the division between
renter and owner depends on the local rental market and the number of apartments available. Over time, a locality with higher than average property taxes will discourage new
construction, making rental property scarcer and shifting more of the burden to the renter.
For business property, much of the incidence is on the owners or shareholders, since it is
difficult to pass along property taxes to suppliers, customers, or workers.
Knowing the incidence of a tax is important for ensuring that taxation is both efficient and
equitable. Whose incentives are being affected? Whose tax burdens are being increased or
decreased? Sometimes the ultimate burden rests in a place far from the legislator’s intended target.
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T AX E XPORTING
Through tax exporting, part of the burden of taxation is shifted to nonresident individuals
and firms. Sometimes the goal is simply to improve the value of services relative to the
taxes and fees paid by lowering the share of the burden that falls on local citizens and business firms. Other times the goal is to ensure that outsiders who use state and local services make some contribution to the cost.
States that have valuable mineral resources can often shift the cost to nonresidents through
severance taxes that are added to the cost of coal, oil, gas and other nonrenewable resources. States that have electric power-generating resources may be able to use taxes to
shift some burdens to outsiders. Most commonly, local governments use taxes on tourism—sales taxes, accommodations taxes, and hospitality taxes—as well as fees and
charges, to recoup some of the cost of serving seasonal populations. Rates must be competitive with other areas that offer similar attractions, in the case of South Carolina, other
beachfront states with mild climates.
T AX T ARGETING

AND

E AR M AR K I NG

Tax targeting and tax earmarking are two methods used to fine-tune the effects of a particular tax. With targeting provisions of a tax can exempt or be targeted to otherwise favor
certain activities or groups. Revenue from an earmarked tax does not go into the general
fund but is diverted to a specific purpose.
Targeting particular groups or particular activities can enable the tax provision (usually an
exemption or some form of relief) to zero in on the efficiency or distributional objectives.
If, for example, tax relief for the elderly is intended to relieve poverty among that age
group, that relief can be subject to a means test rather than given to all people over age 65.
If sales tax on food is considered to be a burden on families with children, relief from that
tax can be directed only to families with children. If a business location incentive is intended to create higher-paying jobs, the tax incentive can be tied to the number of jobs
created and the wages paid. If firms base location decisions on potential income and costs
for the first five years, tax relief for business relocation can be provided for five years
rather than 30.
General provisions in the tax law that give relief to broad classes of taxpayers or for very
long periods of time are easier to implement. Many states grant property tax exemptions
or reductions to all homeowners, all elderly, all disabled persons, or all new or expanding
firms. But broad forms of tax relief also give up revenue unnecessarily without improving
the distribution of the tax burden or encouraging desired activities.
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Earmarking revenue for specific purposes, on the other hand, focuses on how revenue is
used rather than how it is collected. Often earmarking is part of the political package necessary to pass a tax or to get approval for an increase. An increase in the gasoline tax is
easier when motorists know that new revenue goes for highways. The penny for education, the one-cent increase in South Carolina’s retail sales tax in 1985, was accepted because the revenue was earmarked for educational improvements, and a similar strategy was
successful with the lottery in 2000.
From an economist’s perspective, however, by earmarking the legislature loses flexibility
and its ability to allocate funds to new or unanticipated needs. Fungibility, the ability of
funds to flow freely among uses, is also lost by earmarking. Even if the lottery or some
other revenue source is earmarked for a particular use, such as education, legislators can
find ways to reduce funding for education from other sources to make funds available for
some other purpose.
F I SC A L S URPLUS

AND

D EFICIT

Taxes are not imposed or increased in isolation. They are levied to fund public services.
The question for the person who bears the burden of the tax, then, is whether the value of
the additional services exceeds the cost of the additional taxes and fees. If the services are
valued at more than their cost, the taxpayer has a fiscal surplus. A taxpayer has a fiscal deficit if he or she finds little value in a public service, a value less than the cost of the service.
Two taxpayers in the same community with the same tax burden may have different assessments of a tax. One may value recreational services and quality education highly, while
the other may make little use of a services and place little value on it. For the same tax
burden, the first may have a fiscal surplus, and the second a fiscal deficit.
Governments consider the concepts of fiscal surplus and deficit useful in assessing the impact of adding more residents or a new business firm. Will that household or firm add
more to costs than to revenue or vice versa? A clean service firm that generates tax revenues and jobs and demands few services is attractive because it creates a fiscal surplus to
the city, county or school district. A mobile home park with lots of school pupils, solid
waste, and police calls but little tax revenue creates a fiscal deficit.
A fiscal surplus can be a win-win situation for both the taxpayer and the government with a
positive tax-service calculation for both taxpayer and government. A new resident may see
the value of city services as greater than the additional taxes, while the city’s cost of providing those services to one more resident may actually be less than the extra tax revenues. The concepts of fiscal surplus and deficit are important in relocation decisions for
individuals and firms and for governments in deciding what kinds of incentives they can offer
without giving up the whole potential fiscal surplus or gain.
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T AX C OMPETITION
Tax competition describes efforts by state or local governments to design revenue systems
to make their jurisdictions more attractive to business firms. Governments compete using
a variety of tools, including tax rates, government expenditures, and laws and regulations
designed to favor certain industries or activities. Critics of tax competition argue that it
increases the mobility of factors of production beyond the optimally efficient level and reduces the size of government and the level of public goods and services provided below the
optimal level (Mintz and Tulkens 1986, Keen and Marchand 1997). On the positive side,
such competition results in pressure for policymakers to provide services at the lowest
cost and to compete for factors of production and tax revenue from nonresidents.
T AXES

AND

C ONSU MER D ECISIO N S

Income, sales and property taxes affect different kinds of consumer choices. Income taxes
affect the choice between work and leisure or related choices about what kind of work to
do or whether to be self-employed. Sales taxes, both general sales and specific excise
taxes, affect choices about how to use income and also whether to spend or to save and
invest because spending is taxed and saving is not. Sales taxes also influence the choice between taxed and untaxed goods or the decision to shop in places with no sales tax. Property taxes affect locational decisions as households consider tax rates, school quality and
other public service considerations in choosing where to locate their residences. Finally,
taxes in general affect citizens’ attitudes toward government and efforts to influence the tax
and service mix.

Income taxes . Income taxes—including individual income taxes and payroll taxes—have a
mixed effect on hours worked, choice of occupation, and other work-related decisions.
On the one hand, additional hours of work are taxed, while additional hours of leisure (including housework, do-it-yourself projects, and volunteer work) are not. That would seem
to favor leisure over work. On the other hand, income and payroll taxes reduce take home
pay, so a worker has to put in more hours to attain the same standard of living. Studies
show that income taxes within the usual range of rates have little effect on most workers
except married women who are earning a second income and therefore in higher tax
brackets (Hausman, 1985).
States are in competition with respect to income tax rates that affect decisions about
where people work and live. Other distortions in household decisions come when states
tax some income differently—capital gains differently from interest and dividends, wages
differently from pensions, etc. These differing rates create incentives to change location
and incentives about when and how to characterize income and when to recognize it.
Income taxes also affect the decision to save and invest, depending on the after-tax rate of
return. Tax provisions that favor investment income over wage income will encourage in-
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vesting. Because most of this income accrues to higher income households, such tax favoritism will make the income tax less progressive.

Sales taxes. Sales taxes, including both retail sales taxes and excise taxes on individual
products, affect consumers’ decisions about what to buy and where to buy it. Large differentials in retail sales taxes between neighboring states can induce shoppers to cross state
lines. 3 The Internet provides another alternative for price-conscious consumers by creating
opportunities to buy goods and evade legally owed taxes that states cannot easily collect. A
broad-based sales tax is levied on most goods a consumer buys, so it does not encourage
consumers to shift purchases from taxed to untaxed items.
The widespread practice of retail sales tax exemptions of most services has encouraged
consumers to purchase fewer tangible goods and more services than they might have otherwise. For this reason, public finance economists strongly recommend that taxes in general and retail sales taxes in particular should be levied on a broad base at a low rate rather
than on a narrower base with a higher rate, which would lead to more substitution and
more cross border and internet shopping. Sales taxes may also be an indirect incentive to
saving and investing, because taxation is delayed until these funds are spent in the future.

Property taxes. People consider local taxes in deciding where to live and in making
choices about buying or renting and housing prices. Property taxes along with the quality of
public services are usually considered in a more direct way than income and sales taxes
when making locational decisions. High property taxes may encourage a family to locate
elsewhere or to buy a smaller home than otherwise in order to keep the monthly cost
within acceptable limits. But locational decisions are also heavily influenced by the quality of
local public services, especially the quality of schools. In South Carolina, the differential
treatment of owner-occupied and rental property is an additional encouragement to home
ownership for those who are able to come up with the initial payment and plan to stay in
one place for a while.
T AXES

AND

B U S I NES S D ECISIO N S

Taxes are a factor in many business decisions, including where to locate, what products to
produce, how much to invest, and how many workers to hire. Property taxes are sometimes an important consideration in location. Corporate and individual income taxes and
local business licenses affect not only locational but also investment and hiring decisions.
Sales and excise taxes are particularly important for commercial firms, but states that tax a

3

Retail sales taxes seem less sensitive to rates in neighboring states than motor fuels, tobacco, and corporate
income tax. The elderly are particularly sensitive to differences in individual income tax. See Rork, 2003.
Where cross border shopping is easy, however, and tax differentials are large, especially where one state has
no retail sales tax or where one state taxes food and another does not, the retail sales tax can be a significant
factor in determining where people shop.
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large share of business inputs may also find that to be an important business consideration.
Short-term tax considerations are often more important for a firm than longer-term incentives (Bartik, 1991). In addition, other incentives such as capital financing, worker training
and provision of infrastructure may be as significant or more significant than tax incentives.

Competition for business location . States are very concerned about the role of taxes
in making a state competitive for business location. A recent study by George Plesko and
Robert Tannenwald (2001) provides both a comprehensive summary of the literature and
their own research on this question. They conclude that taxes play a negligible role in decisions about where to locate capital investment, although the apportionment formula for
allocating corporate profits among states does sometimes have an influence.
In addition to the effects of particular taxes, business firms are interested in the stability or
predictability of the tax rules under which they will be operating—as are households as
well. When a firm or household makes decisions that are affected by tax considerations, a
change in the tax rules can mean a big difference in the financial outcome. Some households
and firms are flexible enough to relocate easily or adapt their business or personal plans,
but others are not. So changes in tax rules affect less elastic taxpayers more heavily. Legislators need to bear in mind that it is not just the content of the tax rules, but also the stability of the tax environment, that is important to citizens and business firms.

Property taxes and tax incentives. Local property taxes are particularly significant
for commercial and industrial development making large capital investment in facilities and
equipment subject to property taxes. Differences in property taxes are not the critical factor, compared to access to suppliers and markets, quality of the labor force, infrastructure,
and other considerations, but if two locations are otherwise similar, a difference in property taxes may determine what state, county, or school district is able to attract or retain a
business firm. Property taxes on business facilities and equipment are a tax on capital, and
much of the economics literature suggests that they fall primarily on the owners of the
firm, including shareholders. Therefore, those who bear the burden of this tax are also the
ones making the location decisions.
A recent study by Joyce Man (2003) evaluates the employment effects of such property tax
incentives as tax abatements, enterprise zones, and tax increment financing (TIF), which are
used by a number of states. She concludes that property tax abatements and TIF do have a
significant effect on employment growth in cities, but finds little effect for other related
programs such as enterprise zones or real property rehabilitation.

Business and individual income taxes. Corporate income taxes have been declining
in relative and absolute importance at both the federal and state level and are a relatively
modest income source in South Carolina. Critics of corporate income taxes argue that they
amount to double taxation of corporate profits, because they are also taxed when they are
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received by households as dividends or as realized capital gains. Corporate income tax incentives or differentials are often less significant for startup firms, which have little if any
net income in the early years, than for branch operations or expansion of existing firms.
Individual income tax rates are an important consideration for unincorporated businesses
whose net earnings are taxed as ordinary personal income. These tax rates may also influence business location decisions since the managers and workers, if not the owners, will
be paying personal income taxes. At the local level, many cities levy business license taxes
based on gross receipts that are equivalent to a local income tax. Because of competition
among cities, license rates are similar and relatively low.
Payroll taxes, part of the nonwage cost of an employee, raise the cost of the total wage and
salary package. Firms hiring workers consider the total cost, not just wages, but also health
insurance, Social Security and unemployment insurance taxes, and pension costs. Typically
nonwage costs are as much as 30 percent of the wage or salary. Higher nonwage costs,
combined with training costs, encourage firms to hire fewer workers and require longer
hours at overtime rates from existing employees.
State governments, in part, have chosen income taxes over payroll taxes for this reason,
but they also prefer income taxes because they tax interest and dividends which tend to
accrue to higher income households. Payroll taxes are more regressive or less progressive
than most income taxes because they tax only wages. Local governments in a number of
states, however, use payroll taxes because they are simple to administer.

Sales and excise taxes. Sales taxes may influence business location decisions in several
cases. Firms may be influenced in location decisions or in how they manage purchasing by
the extent of retail sales taxes levied on the purchase of business inputs, which varies
greatly from state to state. Firms that sell services may be attracted to states that do not
tax services, because some of the incidence of this tax may be on the seller rather than the
buyer. Specific taxes, such as alcohol and tobacco tax, may influence the choice of location
or distribution centers or may lead to a high level of illegal activity, such as cigarette bootlegging.
S TATE T AX

AND

B U DGET P OLICY

AND

L OC A L G OVERNMENT D ECISIO N S

Local governments are creations of the state, which defines their powers and limitations.
In the financial area, a state primarily can influence local tax and spending decisions by incentive rather than by mandate through grants, particularly matching grants. Matching grants
require a percentage contribution to the cost from the receiving government, and thus alter that government’s spending pattern. The federal government has always used matching
grants as a way to influence state and local funding decisions. South Carolina makes little
use of such incentive grants to local governments.
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However, in South Carolina state government affects local financial decisions in many ways.
The state regulates the property tax and provides property tax relief.4 The state determines what other revenue sources local governments may use and on what terms, including the local option sales tax, the local capital projects tax, the hospitality tax and local accommodations tax, and impact fees. The state also plays a significant role in school funding.
Cities and counties rely on state-shared revenue, including the Local Government Fund, for
a significant share of their general fund income. So the mix of local funding sources is heavily influenced by the state, although local governments have some flexibility in the use of
fees and charges and in setting the mill rate for the property tax.
D ISTRIBUTIO N

OF THE

T AX B UR DE N

Is South Carolina’s overall revenue system regressive, proportional, or progressive? How
are tax burdens measured across income groups? How does the state compare with other
states in the distribution, as opposed to the average level, of tax burden? How is the distribution of the tax burden shared between businesses and households? Answering such
questions is essential to addressing the goal of equity or fairness in the distribution of the
tax burden (Porča, Saltzman, and Ulbrich, 2005).
M EASURES

OF

T AX B UR DEN D ISTRIBUTIO N

A starting point for measuring tax burdens is examination of the distribution of household
income (Table 8). South Carolina has a higher percentage of households with incomes under $25,000 and a lower percentage over $75,000 than the national average. This difference is understandable given that the 1999 median household income in South Carolina is
88 percent of the United States average.
South Carolina’s overall tax system is regressive, although it is progressive at lower income levels up to $35,000 (McIntyre, et al., 2003). The sales tax and property taxes are major contributors to making South Carolina taxes regressive. The mildly progressive income
tax partially offsets this effect, but after allowing for federal deductibility, which mainly
benefits higher income groups, the overall system remains regressive with the net tax burden falling from 7.9 percent on the lowest income quintile to only 5.5 percent on the top 1
percent of households (Table 9).
Examination of taxes as a percentage of income by income class shows the distribution of
South Carolina’s tax burden closely mirrors that of other states and the nation on the
whole for the top half of income earners, but at lower income levels South Carolina’s tax
burden is lower than average (Figure 3). The primary reason for the difference is that South

4

Ulbrich, South Carolina’s Role in Funding Local Government.
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Table 8. Distribution of Household Incomes, South Carolina and United States, 1999
South Carolina
United States
Income Range $
Households
% Share
Households
% Share
Less than 10,000
181,777
10,000 to 14,999
106,693
15,000 to 24,999
220,065
25,000 to 34,999
213,504
35,000 to 49,999
269,559
50,000 to 74,999
288,757
75,000 to 99,999
129,518
100,000 to 149,999
81,624
150,000 to 199,999
19,873
200,000 or
more
22,964
Source: U.S. Bureau of the Census.

11.8
7.0
14.3
13.9
17.6
18.8
8.4
5.3
1.3
1.5

10,067,027
6,657,228
13,536,965
13,519,242
17,446,272
20,540,604
10,799,245
8,147,826
2,322,038
2,502,675

9.5
6.3
12.8
12.8
16.5
19.5
10.2
7.7
2.2
2.4

Table 9. Tax Burden in South Carolina as a Percentage of Income, 2002
Percent
Annual Household
Income $

Households

Less than 13,000
13,000
to 22,000
22,000
to 35,000
35,000
to 59,000
59,000
to 110,000
110,000
to 232,000
232,000 or
more

Sales Taxes

20
20
20
20
15
4
1

$

Property Tax

5.5
5.1
4.3
3.6
2.7
1.8
0.9

Income Tax

2.1
1.9
2.2
1.9
2.0
2.0
1.6

Gross Tax

0.3
2.0
2.5
3.2
4.1
4.7
5.2

7.9
8.3
9.0
8.7
8.8
8.4
7.7

Net Tax*
7.9
8.2
8.8
7.7
6.7
6.7
5.5

Source: McIntyre, et al., 2003.
*After adjusting for federal deductibility of income and property taxes.

14%
12%

Tax as % of Income

10%
US
SC
GA
NC

8%
6%

TN

4%
2%
0%
0-20%

20-40%

40-60%

60-80%

80-95%

95-99%

99-100%

Family Income Quintile (Age < 65)

Source: McIntyre, et al., 2003.
Note: Income ranges by quintile differ from state to state. For example, the upper limit
of the lowest quintile is $13,000 for South Carolina, compared to $15,000 for North
Carolina, Georgia, and the nation as a whole.

Figure 3. Tax Burden by Family Income Group, State and Local Taxes, 2002.
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Carolina’s retail sales tax rate and most of its excise tax rates are lower than the national
average. These taxes are particularly burdensome on lower income families.
Another measure of the distribution of the tax burden among households is provided by
comparing the tax burden for families at various income levels living in each state’s largest
city. A study by the District of Columbia’s Chief Financial Officer for 2003 provides such a
comparison (Gandhi, 2004). South Carolina is close to the national average in every income
group except the lowest, which is consistent with findings described above. The state
ranks below North Carolina and Georgia at every income level, in part because households
bear a lower part of the tax burden compared to business firms in South Carolina than they
do in neighboring states (Table 10).
Table 10. Family Tax Burdens by Income Level, United
States and Selected Southeastern States, 2003
Income Level $
Georgia

North Carolina

South Carolina

U.S. Median

U.S. Average

Family Tax Burden $

25,000
50,000
100,000
150,000
25,000
50,000
100,000
150,000
25,000
50,000
100,000
150,000
25,000
50,000
100,000
150,000
25,000
50,000
100,000
150,000

1,970
4,933
11,203
16,771
1,713
4,199
9,851
14,699
1,323
3,900
9,426
13,797
1,740
4,070
9,203
14,011
1,816
4,172
9,391
13,859

Share of Income %
7.9
9.9
11.2
11.2
6.9
8.4
9.8
9.8
5.3
7.8
9.4
9.2
7.0
8.1
9.2
9.3
7.3
8.3
9.4
9.2

State Rank
15
12
9
10
29
24
20
21
43
30
25
27
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.
n.a.

Source: Gandhi, 2004.
Note: Total combined tax burden for income tax, property tax, sales tax, and taxes on automobiles. Unlike Figure 3,
this table does not include an adjustment for federal income taxes paid. n.a. = not applicable.

D ISTRIBUTIO N OF THE B URDE N
A N D B U S I NES S F IR M S

OF

T AXES B ETWEEN H OUSEHOLD S

Computation of the distribution of the burden of taxes between households and business
firms is most difficult. All taxation ultimately rests on households, because business firms
are owned by households, and the taxes on businesses fall in varying combinations on customers, workers, owners, managers, and suppliers. But firms differ in their ability to shift
some kinds of tax burdens to anyone other than the owners.
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Property taxes as a tax on capital and corporate income taxes are most likely to impact
owners rather than other stakeholders in the firm. To the extent that the incidence of
these taxes falls on owners, differences in business taxation will have an impact on location
and expansion decisions. Sales taxes on business purchases may also fall on owners rather
than customers if they cannot easily be shifted because competitors in other states are not
subject to the same sales tax burdens.
A tax system that encourages production and job creation needs to take into account the
effect of not just the level of taxes, but also the structure of taxes. It also needs to take
into account the ability of firms to shift the burden of taxes. Only by doing so can policymakers design a system that produces enough revenue and distributes the burden in ways
that are both equitable and efficient.
Despite these difficulties, several studies have estimated how the burden of taxation is
shared between households and business firms (Table 11). The Council on State Taxation
has reported on taxes on business and concluded that business firms pay 43 percent of total state and local taxes and that business firms paid 65 percent of the increase in state and
local taxes from fiscal years 1999-2000 to 2002-03 (Cline, et al., 2004). Property taxes accounted for 39 percent of the total and sales taxes on business purchases another 25 percent. The role of the corporate income tax was modest, only 9 percent of the total. A
summary of their findings and comparison of South Carolina to neighboring state and the
national average on various measures of business taxation shows South Carolina is right at
the national average—43 percent—in the share of taxes coming from business firms, but
ranks 44 in taxes per employee.
Table 11. State and Local Business Taxation, United States and Southeastern States, 2003
State
Alabama
Arkansas
Florida
Georgia
Kentucky
Louisiana
Mississippi
North Carolina
South Carolina
Tennessee
Virginia
West Virginia
United States

State and Local Business Taxes
$ Millions
4,360
2,613
21,861
9,939
4,572
7,335
3,108
8,410
4,132
6,980
8,198
2,364
404,077

% Share
41.1
39.2
47.9
39.0
0.9
57.2
45.5
36.4
42.8
50.2
36.6
47.6
42.7

Rank
28
37
13
38
30
5
21
47
26
11
46
15
–

Per Employee
$ Total
2,853
2,740
3,531
3,033
3,110
4,817
3,514
2,644
2,805
3,092
2,869
4,006
3,737

Rank
43
45
24
39
36
5
25
47
44
38
42
17
–

Per Dollar of PSEAa
% Share
4.5
4.8
5.4
4.0
4.7
5.8
6.0
3.7
4.5
4.5
3.9
7.2
4.8

Rank
37
31
18
45
32
12
11
49
38
34
47
5
–

Source: Cline, R. et al., 2004.
a
PSEA = Private Sector Economic Activity.
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D ISTRIBUTIVE E FFECTS

OF

M AJOR T YPES

OF

R EVENUE

In any proposals to change the revenue system, it is important to consider the distributional effect and how it might change the burden of distribution in a system that appears to
be mildly regressive. The individual income tax is the only progressive component of the
state and local revenue system, partially offsetting the regressivity of other types of taxes.
Business licenses are proportional to gross income but the incidence tends to be on the
owner, who is generally in the middle to upper income level, rather than on the customer,
so they also help to reduce the regressivity of other taxes and revenue sources. Sales and
excise taxes and most fees and charges are regressive. As South Carolina continues to expand the use of sales taxes, the overall tax system will shift more of the burden toward
lower income households.
Property taxes are a mixed bag when it comes to the distribution of the tax burden because of the number of classes and the many differences in incidence for different types of
property. The exemption of the first $100,000 of property from school taxes has added a
slight element of progressivity between poor and rich homeowners, but has favored
homeowners over renters who are more likely to be low income; so the net effect is unclear.5 While it is hard to determine the present distribution of the overall property tax
burden, the distributive effect of any proposed changes, however, can be determined with
somewhat greater confidence. Finally, fees and charges, which are not reflected in Table 9,
tend to be regressive, burdening low-income households more as a percent of income.

5

See Zodrow, (2001), for a discussion of the incidence of the property tax on rental property. The benefit
view says the tax pays for services to the occupant; the forward-shifting view argues that it falls on renters in
the form of higher rent; and the capital view argues the incidence is on the owner. The property tax would be
more regressive in the second case and more progressive in the third case. The actual incidence depends on
the elasticity of housing supply and demand in particular communities.
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